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The New US-Mexico Income Tax Treaty:
Overview and Analysis
J.D. Dell* and Geoffrey R. Polma**
Overwhelming media coverage and public attention focused on the debate over, and passage of, the North American Free Trade Agreement (the NAFTA). Little attention was
accorded the almost concurrent ratification and adoption of the United States' first income
tax treaty with Mexico. Although operating generally independently of the NAFTA, the
income tax treaty is a critical complement to the NAFTA and a necessary component to
achieving many of the mutual economic benefits that businesses in Mexico and the United
States hope for under the NAFTA. Of further significance from a conceptual standpoint,
although more forward-looking and far-reaching, the U.S.-Mexico income tax treaty could
well become a model for tax treaties between the U.S. and other Latin American countries,
and, more generally, between the U.S. and other developing nations.1 Finally, for U.S. businesses simply wanting to do business in Mexico, the finalization of the U.S.-Mexico
income tax treaty provides significant and welcome benefits, by eliminating the risk of
inconsistent and/or double taxation and thereby providing much needed certainty in
income tax treatment with respect to cross-border business activities between the two
countries.
The U.S. and Mexico signed the Convention Between the Government of the United
States of America and the Government of the United Mexican States for the Avoidance of
Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income 2
(the Treaty), with accompanying Protocol 3 (the Protocol), on September 18, 1992. On
November 20, 1993, the United States Senate ratified the Treaty, with an understanding
and reservation attached. 4 During the last week of December, 1993, the U.S. government
exchanged instruments of ratification with the Mexican government, making the Treaty
effective as of January 1, 1994. Prior to the ratification of the Treaty, the U.S. and Mexico
had never had an income tax treaty in place.
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1. G. Newman, Mexican Tax Treaties to EncourageInvestment Business Latin America, Nov. 30, 1992.
2. Convention Between the Government of the United States of America and the Government of the
United Mexican States for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion
with Respect to Taxes on Income, Sept. 18, 1993, Senate Treaty Doc. 103-7 (hereinafterTreaty).
3. Id. (hereinafterProtocol).
4. See Cong. Rec. S 16857 - 59 (daily ed. Nov. 20, 1993).

In broadest terms, the Treaty, like all income tax treaties, is aimed both at avoiding
double taxation and avoiding evasion or avoidance of the tax laws of either the U.S. or
Mexico. The countries hope and believe that accomplishing these goals, in turn, will facilitate direct and portfolio investment between the U.S. and Mexico. Some of the more
important specific functions of the Treaty are to (1) coordinate source-of-payment principles, (2) reduce withholding tax rates, and (3) standardize the creditability of each country's taxes against the taxes imposed by the other country. The remainder of this article will
provide an article-by-article overview of the operation of the Treaty, followed, in an
Appendix, by a general summary of the Mexican tax laws.

I. The U.S.-Mexico Income Tax Treaty
A. ARIcLE 1: GENERAL SCOPE

The Treaty generally applies to "persons" who are residents of either or both the
United States or Mexico (the ContractingStates).5 "Persons" are defined as individuals or
legal persons, and the term "legal persons" includes both a body corporate and an entity,
such as U.S. partnership or a Mexican joint venture, that functions as flow-through entity
6
for tax purposes.
The Treaty provides a standard "savings clause" under which each country may tax its
own citizens or "residents" (as determined under Article 4) as if the Treaty had not gone
into effect. 7 Consequently, and subject to specific exceptions such as the reciprocal foreign
tax credit provision of the Treaty, each Article of the Treaty should not be read as providing benefits with respect to either U.S. taxation of its residents or citizens or Mexican taxa8
tion of its residents (since Mexico does not tax on the basis of citizenship).
The Treaty may not increase the tax burden of residents of either country as compared to what the tax burden would be under each country's respective domestic tax provisions without regard to the Treaty or any other agreement between the countries. 9 Thus,
the Treaty only applies where it would benefit taxpayers. Although the Treaty can only
operate to benefit taxpayers, a taxpayer may not inconsistently select among provisions of
the Treaty and domestic tax laws to minimize a tax burden. As an example of such impermissible manipulation, the U.S. Treasury cites a situation in which a Mexican resident has
three businesses in the U.S., only one of which is a permanent establishment under the
Treaty, but the other two of which are subject to income taxation under U.S. domestic tax

5. Treaty art. 1(1).

6. Treaty art. 3.
7. Treaty art. 1(3).
8. See Department of the Treasury, Technical Explanationof the Convention and Protocol Between the
Government of the United States and the Government of the United Mexican States for the
Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income,
Signed at Washington on September 18, 1992, reprintedatTax Analysts, 31 Daily Tax Highlights and
Documents 1611,1612 (Special Supp. Nov. 2,1993) (hereinafter Technical Explanation).

9. Treaty art. 1(2).

law. The permanent establishment and one of the other two businesses generate taxable
income; the remaining business generates a loss. The taxpayer cannot treat the loss-generating business as subject to U.S. income tax (to offset the income of the permanent establishment) while also claiming that the income-generating business is exempt from U.S.
10
income taxation under the Treaty.
B. ARTiCLE 2: TAXES COVERED BY THE TREATY
The Treaty applies to taxes on income, including both taxes on total income and taxes
on a part of income (e.g., gains from real property sales)." 1 The Treaty generally does not
apply to payroll taxes, including U.S. social security taxes, or to property taxes, among others.12
One tax which is thereby excluded from coverage by the Treaty is the Mexican assets
tax, which is treated as a property tax rather than an "income tax" under the Treaty.
However, paragraph 3 of the Protocol clarifies that the Mexican assets tax will apply to a
U.S. resident only if (i) the U.S. resident has a permanent establishment in Mexico, 13 (ii)
the U.S. resident owns real property in Mexico, or (iii)
the U.S. citizen leases or permits a
resident of Mexico to use property for which a "royalty" (as defined in Article 12) is paid.
In the case of the latter two categories, however, the assets tax must be reduced by (i)
Mexican income tax that would be imposed on the sale of the real property, irrespective of
whether the U.S. resident elects to be taxed on a net income basis, and (ii) Mexican income
tax that would be imposed on rents or royalties paid to the U.S. resident for use of property (i.e., rates of up to 35%), even if such amounts are actually subject only to the 10%
withholding tax rate provided for by Article 12.
This clarification in the Protocol has particular relevance on the formation and operation of maquiladoras to minimize the impact of the Mexican assets tax. A central consideration in this regard is whether the maquiladora is a permanent establishment of a U.S.
business. Whether a maquiladora constitutes a permanent establishment will depend upon
whether the maquiladora is a "dependent agent" or an "independent agent" with regard to
the U.S. participant' 14 If the maquiladora is a dependent agent, the maquiladora should
own its production equipment in order that the Mexican assets tax imposed on the
maquiladora can be converted into a creditable (for U.S. purposes) Mexican income tax
liability as a result of the fees paid by the U.S. participant to the maquiladora. If the
maquiladora is an independent agent, the U.S. resident should furnish the equipment and
charge rent sufficient to generate a deemed Mexican income tax liability that would offset

10. See Technical Explanation, at 1612.
11. Treaty art. 2(l)-(2).
12. See Senate Committee on Foreign Relations, Income Tax Convention with Mexico, with Protocol,S.
Exec. Rep. No. 20, 103rd Cong., 1st Sess. 41 (1993) (hereinafterSenate Report).
13. Article 5 of the Treaty defines a "permanent establishment" See Treaty, art. 5.
14. The rules under the Treaty for making this determination are described infra at notes 37 to 42
and accompanying text.
15. See G. Phillips & J. Washlick, U.S./Mexico Tax Convention: Text &Analysis 7-8 (1993) (hereinafter

Phillips & Washlick) (also noting that current Mexican policy is to treat U.S. participants in a
maquiladora as exempt from the Mexican assets tax).

5

any assets tax liability.'
The Treaty prohibits the imposition of the U.S. domestic excise tax that otherwise
would apply to insurance premiums paid to Mexican residents that are not attributable to
a permanent establishment in the U.S. The U.S. excise tax can, however, be imposed on
amounts attributable to risks reinsured by a person not covered by the Treaty or another,
similar U.S. income tax treaty provision. 16 As a result of this rule and other Treaty provisions, (i) insurance income of a Mexican resident that is effectively connected with a U.S.
trade or business but is not attributable to a permanent establishment in the U.S. is not
subject to U.S. income tax; (ii) Mexican insurers not engaged in a U.S. trade or business
will not be subject to the insurance excise tax; and (iii) Mexican insurers with a permanent
establishment in the U.S. will be subject to U.S. income tax. 17 Under these rules, the Treaty
arguably provides Mexican insurers who operate free of tax in the U.S. a competitive
advantage against their U.S. counterparts, who will be subject to U.S. tax. The U.S. concluded, however, that this concern was groundless: no overall tax differential will exist
because Mexican insurers will be subject to substantial Mexican income tax on any income
18
that escapes U.S. taxation under the Treaty.
Mexico does not currently impose an excise tax on U.S. insurers, and thus the Treaty
provision exempting Mexican insurers from the U.S. excise tax is not phrased reciprocally.
To allay fears that the Mexican government will take advantage of this situation in the
future, the Senate Understanding attached to the Senate's ratification of the Treaty provides "[tihat, while Mexico imposes no excise tax on insurance premiums paid to foreigners and has no immediate plans to do so, should Mexico enact such a tax in the future,
Mexico will waive such tax on insurance premiums paid to insurers resident in the United
States.' 19
C. ARTiCLE 3: GENERAL DEINmONS
The Treaty contains standard definitions of such terms as "person" (individual or legal
person), "company" (any body corporate or entity treated as a body corporate for tax purposes) and "competent authority" (the Secretary of the Treasury or his authorized repre-

sentative in the U.S. and the Ministry of Finance and Public Credit in Mexico). 20 Certain

16. Treaty art. 2(3)(a).
17. See Senate Report, at 41-42.
18. Id. at 20; see also Hearings Before the Committee on ForeignRelations of the United States Senate on
Bilateral Tax Treaties with: The Russian Federation, Barbados, the Kingdom of the Netherlands,
United Mexican States, State of Israel, the Czech Republic, the Slovak Republic, NetherlandsProtocol,
103rd Cong., 1st Sess. (1993) (hereinafterSenate Hearings) statement of Samuel Y. Sessions,
Deputy Assistant Secretary (Tax Policy), Department of the Treasury (hereinafter Sessions

Statement) (discussing the waiver of tax on Mexican insurers or reinsurers who do not have a
permanent establishment but who insure U.S. risks or persons).
19. Cong. Rec. S16858 (daily ed. Nov. 20, 1992).

20. Treaty art. 3.

21. The U.S. Model Convention for the Avoidance of Double Taxation and Prevention of Fiscal
Evasion with Regard to Taxes on Income, reprinted in 5 Rhoades & Langer, Income Taxation of
Foreign Related Transactions 92 (1984).

terms that embody key concepts, such as "resident" or "permanent establishment," are
defined elsewhere in the Treaty. The Treaty departs from the U.S. Model Treaty 2' by granting to undefined words the meaning such words would have under the laws of the taxing
country, unless context requires otherwise. The U.S. Model Treaty directs the competent
authorities of the participating countries to agree to the meaning of undefined terms.22
D. ARicLE 4: REsIDENCE

The determination of a taxpayer's country of residence is important because (i) the
Treaty only applies to residents of the U.S. or Mexico, (ii) the Treaty often addresses double
taxation issues by specifying certain tax treatment based upon a taxpayer's country of residence, and (iii) a taxpayer may be a resident of both countries under their domestic
income tax laws.
A person is considered a resident of the U.S. or Mexico if the person is subject to tax
insuch country by reason of domicile, residence, place of management, place of incorporation, or any criterion of a similar nature. 23 However, "resident" does not include persons
subject only to tax on income sourced in the U.S. or Mexico. 24 Moreover, under the
Protocol, Mexico does not consider U.S. citizenship or "green card" status alone sufficient
to establish U.S. residency; instead, such persons must also have a "substantial presence" in
the U.S. or must be a resident of the U.S. and not another country under the Treaty's tie25

breaker rules.

If an individual would be a resident both of the U.S and of Mexico under the general
rule, then (i) the individual is deemed a resident of the country in which he has a permanent home; or if he has permanent homes in both countries, he is deemed a resident of the
country in which his personal and economic relations are closer (the individual's center of
vital interests); (ii) if the center of vital interests cannot be determined, or if he has no permanent home in either country, then he is deemed a resident of the country in which he
has a habitual abode; (iii) if he has a habitual abode in both countries or neither country,
then he is deemed a resident of the country of his nationality; or (iv) in any other case, the
competent authorities of the country will settle the question.26
The tie-breaker rules are available only for individuals. Thus, if a company is a resident
of both countries under the general rule, e.g., a U.S. corporation effectively managed in
Mexico, then the company is considered a resident of neither country. This result renders
any of the benefits of the Treaty, such as reduced withholding tax rates, unavailable to a dual

22. See Joint Committee on Taxation Staff, Explanation of ProposedIncome Tax Treaty and Protocol
with Mexico 3 (October 27, 1993) (hereinafterJoint Committee Explanation).
23. Treaty art. 4(1).
24. I.
25. Protocol para. 2.
26. Treaty art. 4(2).
27. See Technical Explanation at 1614 ("(lIt was decided to exclude such persons from treaty coverage and to rely on the companies themselves not to get into the situation of dual residence.").

resident entity.2 7 In order to avoid this pitfall, entities need to carefully plan to ensure that
they will be treated as residents of either the U.S. or Mexico but not both in order to avoid
this pitfall.
L ARmCLE 5: PERMANENT EsTABusHMENT
An enterprise that is a resident of either Mexico or the U.S. is not taxable upon its
business profits in the other country (i.e., its net income as opposed to gross receipts, asset
value, etc.) unless those profits are "attributable to" a "permanent establishment" in the
other country. 28 As a corollary, when particular items of dividends, interest, or royalties are
attributable to a permanent establishment, such items are taxable as business profits
(under Article 7), rather than being subject to the maximum withholding tax rates permit29

ted by the Treaty.
In general, a "permanent establishment" is defined as "a fixed place of business
through which the business of an enterprise is wholly or partly carried on:' 30 The term
specifically includes a place of management; a branch; an office; a factory; a workshop; or a
place of extraction of natural resources. 3 1 The term also includes certain construction sites
and natural resource exploration sites lasting more than six months. 32 The U.S. Model
Treaty does not grant permanent establishment status to this latter category unless the
construction or exploration project lasts more than a year; however, many developing
country treaties contain a six month period to provide broader source-based taxation on
33
what is one of the primary foreign activities in such countries.
The Treaty also provides that a nonresident may carry out certain designated activities
without creating a permanent establishment: 34 The use or maintenance of installations for
storage or exhibition of goods; the use or maintenance of facilities for storage or exhibition
of goods to be processed by another; the use of a place of business to buy goods or obtain
information; the use of a facility to carry on preliminary or auxiliary activities such as
advertising, research, or preparation for the arrangement of loans; 35 and the physical
deposit of goods in a general deposit warehouse.
The exclusion for activities in preparation for the arrangement of loans is significant for
U.S. banks, whose operations in Mexico are limited, by Mexican law, to arranging for loans to
be made by the home office of U.S. resident banks. This provision ensures that the interest
attributable to loans procured by Mexican branches of U.S. banks is subject to the reduced

28. Treaty art. 7(1).
29. E.g., Treaty arts. 10(5), 11(6), and 12(4).
30. Treaty art. 5(1).
31. Treaty art. 5(2).
32. Treaty art. 5(3).
33. See Joint Committee Explanation at 20.
34. Treaty art. 5(4).
35. The phrasing of the exception for preliminary activities, however, makes dear that the use of a
facility to perform multiple otherwise preparatory or auxiliary activities could give rise to a permanent establishment. See B. Cass & R. Andersen, U.S.-Mexico Treaty Combines Developed and
Developing Country Models, 3 J.Int'l Tax'n 197, 198 (1992) (hereinaferCass & Andersen).
36. See Senate Report at 48.

withholding rate for interest under Article 11, rather than treated as business profits of36a
permanent establishment of the bank, which would be subject to Mexican income tax.
The Treaty provides that a nonresident enterprise will not be considered to have a permanent establishment as a result of the actions of an "independent agent" who acts in the
ordinary course of business pursuant to an arm's-length relationship. 37 The Treaty does
not prohibit an agent that acts solely or nearly exclusively for an enterprise from being
treated as "independent"; however, exclusivity
is a factor to be considered in making the
38
dependent/independent determination.
A nonresident will be considered to have a permanent establishment as the result of
the actions of a "dependent agent" who either (i) "has and habitually exercises" contracting
authority (other than with regard to the specific activities deemed by Article 5(4) not
to constitute a permanent establishment), or who (ii) "habitually processes" goods or
39
merchandise maintained by the nonresident, using assets furnished by the nonresident.
The dependent agent rule will supersede the broader Mexican tax law rules, described
in the Appendix, for determining when a Mexican agent gives rise to a permanent
40
establishment.
The "processing" aspect of the dependent agent rule, aimed at the maquiladora industry, clarifies that a dependent agent of a principal that processes inventory of the principal
using assets of the principal or a related enterprise (without itself owning the inventory
or assets used in the processing) will constitute a permanent establishment of the principal. Mexican law currently permits the imposition of Mexican income tax on such enter41
prises, but, as a matter of administrative grace, Mexico has not attempted to tax them.
Contract manufacturing through an independent agent, however, will not create a permanent establishment.4 2
Although Mexico does not currently permit foreign insurers to operate in Mexico, it
anticipates opening those markets in the foreseeable future. Thus, the Treaty provides that
a nonresident insurance company will be considered to have a permanent establishment if

it collects premiums or insures risks through a dependent agent. Reinsurance, 43
however, is
specifically excluded from this insurance-related permanent establishment rule.

37. Treaty art. 5(7).

38. Phillips &Washlick at 16.
39. Treaty art. 5(5).
40. See McLees, DoingBusiness in Mexico Under the U.S.-Mexico Income Tax Treaty: Initial Thoughts,
Tax Notes Int'l, Nov. 9,1992, at 995,996 (hereinafterMcLees, Initial Thoughts).
41. See M. Levey, P.Gordon & G. Sanders, Planningfor New and Existing Operations Under the U.S.Mexico Income Tax Treaty, 80 J.Tax'n No. 6 p. 368, 370 (June 1994) (hereinafterLevey, Gordon &

Sanders); McLees, Initial Thoughts at 999. See generally del Castillo, Solano & Podrasky, U.S.
Mexico Income Tax Treaty: PracticalImplications and Planning Opportunitiesfor U.S. Investors, 23

Tax Management International Journal No. 3 p. 126, 133 (March 11, 1994) (hereinafterdel
Castillo, Solano &Podrasky) (discussing implications of the Treaty for the maquiladora industry
and suggesting planning alternatives).
42. See Technical Explanation at 1615.
43. Treaty art. 5(6).

F. ARTcLE 6: INCOME FROM IMMOVEABLE (REAL) PROPERTY
The Treaty permits a Contracting State in which immoveable property is located to
tax income derived from such property, including agricultural income, lease income, and
amounts realized on the sale of the property.44 Income from the use of immoveable property to perform independent personal services also is subject to tax under Article 6.45
"Immoveable property" generally is defined by the domestic law of the Contracting
State in which the property is situated; however, the Treaty also specifies that the term
includes accessories to immoveable property, livestock and equipment used in agriculture
and forestry, and rights to variable or fixed payments for working or the right to work
mineral deposits and other natural resources. The Treaty excludes
ships, boats, aircraft, and
46
containers from the definition of"immoveable property.'
Article 6(5) provides that a nonresident may elect to compute tax on income from real
property on a net basis as if such income were attributable to a permanent establishment.
The election is binding for future years, unless the competent authority of the Contracting
State consents to a revocation. Irrespective of the Treaty, Mexican residents are able to elect
to have income attributable to U.S. real property taxed on a net basis under United States
income tax law; 47 consequently, this provision primarily will benefit U.S. residents without
permanent establishments in Mexico by allowing them to elect between the Mexican with48
holding tax rate of 21% or taxation on a net basis.
G. ARrncu 7: BusnmESS PRoFrrs

Artide 7 of the Treaty prescribes the circumstances under which a Contracting State
may tax the "business profits" of a nonresident (as opposed to imposing withholding tax on
foreign-source income of a nonresident). 49 Although the term "business profits" is not
defined in the Treaty, the Treaty does provide that where "business profits" include items
specifically addressed by other provisions of the Treaty (e.g., interest or capital gains), such
other provisions will override the general rules for calculating "business profits."50 Certain
Treaty provisions, however, exclude income attributable to permanent establishments from

44. Treaty art. 6(1) and (3).
45. Treaty art. 6(4).
46. Treaty art. 6(2).
47. See I.R.C. §§ 871(d) and 882(d).
48. Phillips & Washlick at 17-18.
49. Treaty art. 7(1). The timing requirements for the application of the Treaty's business profits provisions appear to be in accord with U.S. tax law. The Code treats income of a nonresident in one
taxable year that is attributable to a transaction in another taxable year as "effectively connected
with the conduct of a U.S. trade or business" if the income would have been so treated if taken
into account in that other taxable year. I.R.C. § 864(c)(6). A common example of such income is
deferred payments attributable to services rendered in a prior year. The Treaty permits this treatment by providing that a Contracting State can tax business profits attributable to a permanent
establishment where a nonresident enterprise "carries or has carried on" business through a permanent establishment in such Contracting State.
50. Treaty art. 7(6).
51. Treaty arts. 10(5) and 12(4).

their scope. For example, the Articles concerning dividends and royalties provide, respectively, that dividend and royalty income attributable to a permanent establishment is sub51
ject to the business profits rule rather than the royalty or dividend rule.
A Contracting State can only tax the "business profits" of a nonresident if the nonresident carries on business through a permanent establishment in the taxing country.52 Even
then, the taxing country can tax only so much of the business profits of the nonresident as
(i) are "attributable to" the permanent establishment itself or, (ii) under a "force of attraction rule," are attributable to sales of goods in a Contracting State of a like kind as those
that are sold through the permanent establishment. 53 The force of attraction rule does not
apply, however, if a nonresident can establish that such sales were carried out for legitimate
business purposes -for example, it may be economically more efficient for a San Diegobased firm with a Mexico City permanent establishment to sell and ship goods to Tijuana
directly from the home base, rather than from Mexico City.54
The attribution of business profits to a permanent establishment is limited by Article
7(2), which provides that the business profits attributed to a home base are those which
the permanent establishment might be expected to make if it were a distinct and independent enterprise. Moreover, a Contracting State cannot attribute business profits based solely on the purchase of goods by a permanent establishment, which means that a
Contracting State cannot assign a profit element and increase taxable income based on a
55
permanent establishment's activities as purchasing agent for its parent.
In determining business profits, a nonresident is allowed deductions for expenses
incurred for the purposes of the permanent establishment, including executive and general
administrative expenses, irrespective of where such expenses are incurred. 56 The Protocol
further specifies that such deductions shall include a reasonable allocation of administrative, research and development, interest, and other expenses incurred by the enterprise
as a whole, to the extent such expenses have not already been deducted by the enterprise
and have not been reflected in other offsets to income allowed to the permanent
57
establishment.
The Treaty limits this rule somewhat, however, by providing that a permanent establishment may only deduct amounts paid in reimbursement of actual expenses (rather than
the entire amount of payments) to a home office for "royalties, fees or other similar pay-

52. Treaty art. 7(1)(a). This rule will prove particularly beneficial to U.S. engineering and architectural design firms performing services with respect to projects in Mexico. In the past, the U.S. has
sourced design fees based on the location of performance of the service (e.g., a U.S. office) while
Mexico typically has sourced the fees based upon the service benefit location (e.g., a construction
project in Mexico). The Treaty should eliminate this potential double taxation. See del Castillo,
Solano & Podrasky, supra note 41 at 130.
53. Treaty art. 7(1)(a) and (b). This provision is a departure from standard U.S. treaty policy and
represents a recognition of Mexico's developing country status. See Cass & Andersen at 198.
54. See Technical Explanation at 1617; see also McLees, Initial Thoughts, at 997 (noting that the
Treaty's "force of attraction rule" is narrower than the otherwise applicable Mexican rules).
55. Treaty art. 7(4); Senate Report at 55-56.
56. Treaty art. 7(3).
57. Protocol para. 5.
58. Treaty art. 7(3).

ments in return for the use of patents or other rights, by way of commission, for specific
services performed or for management, or except in the case of banking enterprise, by way
of interest on moneys lent to the permanent establishment." 5 8 This limitation, which will
reduce the possibility of transfer pricing abuses, is based on the rationale that a permanent
establishment and a home office are part of the same entity, and, therefore, there is no
59
need for a profit element in transactions between them.
Article 7(3) of the Treaty excepts banks from the generally applicable deduction limit
on "interest on moneys lent to the permanent establishment," which can be read to authorize a permanent establishment of a bank to deduct interest on interbranch loans. This
rule would be inconsistent with U.S. taxation, which generally disregards loans between a
U.S. permanent establishment and a home office or another branch.60 The U.S. position,
however, is that the interbranch bank loan provision is intended only to supersede
Mexican law, which does not permit a branch to deduct any interest incurred by its home
office or another branch, but is not intended to affect U.S. law, under which a branch bank
is granted an interest deduction based on a formula apportionment of world-wide interest
61
expense of the bank.
Finally, although it is clear that a U.S. permanent establishment in Mexico can deduct
its expenses, it is unclear whether Mexico will attempt to subject such deductions to the
usual Mexican tax law requirement that an expense must be essential to a business before it
62
can be deducted.
H. ARTICLE 8: SHIPPING AND AIR TRANsPoRT

The Treaty provides an exemption from income taxation by a Contracting State of a
nonresident's income from the operation or rental of ships and aircraft in international
traffic, or from the use or rental in international traffic of containers, trailers, barges, and
related container transport traffic. 63 This exemption explicitly extends to (i) income from
the rental of ships or aircraft on a full-time or full-voyage basis or (ii) income from the
rental of ships or aircraft on a bareboat basis if the lessee operates such ships or aircraft in
international traffic and the rental income is accessory to other income from the operation
by the lessee of ships or aircraft in international traffic. However, the exemption does not

59. See Technical Explanation at 1617. The limitation on a permanent establishment's deduction of
fees paid to a home office may, in some instances, encourage the formation of Mexican marketing
and sales subsidiaries by U.S. companies. A Mexican subsidiary can buy products from the U.S.
parent at a standard wholesale price, remit market-value payments for royalties and marketing
fees (deductible by the subsidiary and subject to the Treatys reduced rates of withholdings), and
pay Mexican income tax of 34%. See Levey, Gordon &Sanders at 368-69.
60. See Phillips & Washlick at 21; J. Croker, Possible Inconsistency Between U.S-Mexico Treaty and
Section 1.882-5 Regulations,Tax Notes Int'l, Nov. 9, 1992, at 993.

61. See Joint Committee Explanation at 28-29.
62. See McLees, Initial Thoughts at 996.

63. Treaty art. 8(1).
64. Treaty art. 8(2). This provision could be read to permit the taxation of the portion of an international passenger line's income attributable to overnight accommodation, which is probably an
unintended result. See Cass & Andersen at 200.

apply to income either from transport by means other than ships or aircraft or from the

provision of overnight accommodation. 64 The exemption applies even if the nonresident
has a permanent establishment through which it conducts its shipping or air transport

business. The Protocol specifies that U.S. residents qualifying for this exemption also will
be exempt from the Mexican tax on assets with regard to assets used to produce the
exempt income. 65 Container leasing activity (induding trailers, barges, and related66equipment) is taxable only in the Contracting State in which the enterprise is organized.

LARncLE 9: AssocUTrE

ENTERPRISES

If related persons who are residents of a Contracting State participate in transactions
that are not arm's-length, the Treaty grants authority to the Contracting State to adjust the
67
income and tax liability of the persons to reflect the economic reality of the transactions.
In particular, a Contracting State is permitted to adjust the income or loss of a resident to
reflect income that would have been taken into account had "associated enterprises" utilized arm's-length terms for their commercial or financial relations.68 An "associated enterprise" is very broadly defined, i.e., it includes instances "[w]here: (a) an enterprise of a
Contracting State participates directly or indirectly in the management, control, or capital
of an enterprise of the other Contracting State; or (b) the same persons participate directly
of an enterprise of a Contracting State
or indirectly in the management, control, or capital
" 69
and an enterprise of the other Contracting State.
Either Contracting State can utilize principles of its domestic law that permit the distribution, apportionment, or allocation of income, deductions, credits, or allowances
between related parties. 70 Thus, the U.S. will be able to apply its intercompany pricing
rules under section 482 of the Code and its rules relating to the allocation of deductions
under sections 861-863 of the Code. 71 Mexico will apply its domestic authority to determine a taxpayer's income presumptively where one taxpayer in a transaction "possesses an

65. Protocol para. 6.
66 Treaty art. 8(3).
67. Treaty art. 9(1).
68. Treaty art. 9(1).
69. Treaty art. 9(1).
70. Treaty art. 9(3).
71. See Senate Report at 58; cf.Senate Hearings (statement of Senator Byron L. Dorgan)(arguing for
adoption of a formulary approach for the apportionment of a company's worldwide income
among the countries in which it does business, rather than application of arm's-length transferpricing rules); Joint Committee Explanation at 33 (discussing same). The Treaty's broad deference to the Contracting States' internal transfer-pricing laws is unusual. Many treaties attempt to
limit internal transfer-pricing principles to the furtherance of the expressed transfer-pricing aims
of the treaties. See Cass & Andersen at 200.
72. Ley del Impuesto Sobre la Renta arts. 64 and 64A (hereinafterIncome Tax Account, or ITA).
73. McLees, InitialThoughts, at 999.
74. The formal name is Secretaria de Hacienda y Cr~dito Publico.
75. J. McLees, 1994 Preview: Coverage of Expected Tax Developments in Mexico, 8 Tax Notes Int'l 83
(1994); M. Levy, G. Amante & P. Palsen, Mexican Transfer Pricing PracticeDevelops Along with
Foreign Trade, 5 J. Int'l Tax'n 69 (1994).

interest in the business of another."72 Although Mexico historically has not pursued transfer-pricing abuses with any success, 73 the Mexican tax authority - commonly known as
"the Hacienda" 74 - has implemented significant new transfer-pricing initiatives in
75
response to the increased trade attributable to the NAFTA and the Treaty.
When a Contracting State adjusts the taxable income of a resident based on transactions with an "associated enterprise" the other Contracting State, if it agrees with the
adjustment, will make a corresponding adjustment in the income of the associated enterprise. 76 The Protocol specifies that a correlative adjustment is not available where the assodated enterprise's misstatement of income was the result of fraud, gross negligence, or
willful default. 77 A failure by one Contracting State to agree to the adjustment would be
resolved through the competent authority process of Article 26.
J. ARTicLE 10: DIVIDENDS
The Mexican tax system is an "integrated" tax system in that Mexico does not impose
withholding or income tax on dividends distributed by Mexican resident companies to residents or nonresidents. Consequently, although the Treaty's dividend provisions are phrased
reciprocally, the provisions will mainly affect U.S. taxation of dividends paid to Mexican residents.78 The Treaty permits a Contracting State to impose a withholding tax on dividends
paid by resident companies, but imposes maximum withholding rates on the dividends paid
to residents of the other Contracting State.79 "Dividends" are defined as income from shares
or other rights (not being debt-claims), participations in profits, and income from other
corporate rights that is subject to the same tax treatment as income from shares under the
laws of the Contracting State of which the company making the distribution is resident 80° If
a dividend is paid to a resident of the other Contracting State owning at least ten percent of
the payor (a direct-investmentdividend), the maximum withholding rate is 5% of the gross
dividend payment.8 1 If the recipient owns less than 10%, the maximum rate is 15% for the
first five years that the Treaty is in force, after which the maximum rate is 10%.82 Paragraph
8(b) of the Protocol provides a"most favored nation" clause, rarely found in U.S. income tax
treaties, whereby the Treaty will incorporate any lower maximum rate for direct investment
dividends to which the U.S. agrees in a treaty with another country.83 The Protocol also

76. Treaty art. 9(2).
77. Protocol para. 7.
78. See Phillips &Washlick, at 28.
79. Treaty art. 10(1) and (2).
80. Treaty art. 10(4).
81. Treaty art. 10(2)(a). As described infra at text accompanying notes 217 to 218, Mexico imposes a
substantial tax on a Mexican entity's distributions in excess of a previously taxed earnings
account. Because this tax is imposed on the distributor rather than recipient of distributions, the
Treaty's limitation on dividend withholding rates will not prevent the imposition of this tax on
the Mexican subsidiary of a U.S. parent. See del Castillo, Solano &Podrasky at 134.
82. Treaty art. 10(2)(b) and (3).
83. See K.Matthews, Conference Focuses on Recent Mexican Tax Developments, Tax Notes Int'l, July 26,
1993, at 231,233.
84. Protocol para. 8(b).

modifies the application of the maximum withholding rates for distributions by U.S.
Regulated Investment Companies (RICs) or Real Estate Investment Trusts (REITs) by
including distributions from these vehicles in the 10/15% withholding rate category, unless,
or more of the REIT, in
in the case of the REIT, the dividend recipient owns ten percent
4
which case the domestic-law 30% withholding tax rate applies.8
If a nonresident dividend recipient carries on business through a permanent establishment or a fixed base in the other country, then dividends attributable to such activity
are taxed under the Treaty rules concerning business profits and income 5from personal
services rather than being subject to the withholding tax rules of Article 10 .s
The Treaty prohibits a Contracting State from taxing dividends (i) paid from a nonresident and (ii) paid to a resident of the other Contracting State unless (iii) the dividends
are attributable to a permanent establishment or fixed base in the taxing Contracting
State.8 6 This rule prevents the imposition of "second-level withholding taxes.' 8 7 Generally,
a second-level withholding tax is necessary in the absence of a "branch profits tax,"
explained infra. Because the Treaty expressly permits the imposition of a branch profits
tax, the prohibition of a second-level withholding tax generally will not open the door to
tax avoidance. A potential problem exists, however, with respect to dividends paid by companies who are not residents of either Mexico or the U.S. As drafted, the Treaty exempts
any dividends paid to residents of the U.S. or Mexico by companies who are residents of
neither the U.S. or Mexico. Because the U.S. has a number of treaties that preclude the
imposition of branch taxes, such companies could be in a position of being exempt from
both second-level withholding taxes and branch taxes. In other words, the Treaty could
have a collateral effect of granting an advantage88to a non-U.S. or non-Mexico company
that is not available to a U.S. or Mexico company.
K. ARTIcLE 11: INTERS

The Treaty permits a Contracting State to tax interest income received by its residents
from nonresidents without restriction, but imposes limitations on the maximum withholding rate at which each Contracting State can tax interest income paid to a resident of
the other Contracting State.8 9 "Interest" for these purposes includes income from debtclaims of every kind, irrespective of whether the debt is secured or carries a right of participation in profits. 90 The Treaty's interest provision was "one of the most contentious issues
in the negotiations" producing the Treaty, since the rate-setting process necessarily reflected "an inherent tension in balancing Mexico's concerns about revenue loss with the interest of attracting U.S. lenders, and the U.S. interest in making the U.S. lenders competitive
in Mexico while advancing its preference for exemption of interest at source." 9 1 The treatment of interest under the Treaty reflects a reversal of interests between the U.S. and

85. Treaty art. 10(5).
86. Treaty art. 10(6).
87. See generallySenate Report at 59 and 62 (explaining "second-level withholding tax").
88. See generallyJoint Committee Explanation at 30.
89. Treaty art. 11(1) and (2).
90. Treaty art. 11(5).

91. Senate Hearings (Sessions Statement).

Mexico as compared to the dividend provisions of Article 10. In the case of dividends, the
U.S. wanted a relatively high withholding tax rate in order to protect its double taxation of
corporate profits, while Mexico's integrated system caused Mexico to advocate a position
of no withholding tax on dividends. With regard to interest, the U.S., given its relatively
broad portfolio interest exclusion, did not desire any withholding tax on interest. Mexico,
on the other hand, had an incentive to negotiate for a high withholding rate because it
derived a significant amount of revenue from its domestic-law rates of 15%, 21%, or 35%
ineffect at the time the Treaty was signed. 92 Thus, the Treaty's relatively low maximum
rates for withholding taxes on interest represented a significant concession by Mexico, presumably conceded in hopes of encouraging U.S. financial institutions to make loans to
93
persons and businesses in Mexico.
Under the Treaty, source country withholding tax on interest cannot exceed 4.9%
(10% for a five-year transitional period) of the gross interest from (i) loans by banks
(including investment banks and savings banks) and insurance companies, and (ii) bonds
or securities that are regularly and substantially traded on a recognized exchange. 94 The
4.9% maximum rate was selected because it is less than the 5% rate at which interest and
related tax become includible in a separate U.S. foreign tax credit limitation category for
"high withholding tax interest "'95 Tax withheld at rates below 5% is included in the much
96
broader foreign tax credit basket for either financial services income or passive income.
Source country tax on interest cannot exceed 10% of (1) the gross interest paid by
banks (including investment banks and savings banks), and (2) the gross interest paid on
seller financing of machinery and equipment. 97 A 15% rate applies for a five-year transitional period. 98 All other interest payments are subject to a maximum tax rate of 15%,
with no transitional rule. 99
The Treaty completely exempts from source country withholding tax any interest payments (i) if either the beneficial owner or the payor is a Contracting State, a political subdivision of a Contracting State, or a local authority of a Contracting State (a Governmental
Entity), (ii) the beneficial owner of the interest is an employee benefit plan the income of
which is exempt from tax under the laws of the Contracting State in which it is a resident,
or (iii) the interest is in respect of certain loans by governmental import-export banks.100
The Treaty's interest provisions are modified by paragraph 9 of the Protocol, which
preserves each Contracting State's right to recharacterize debt as equity pursuant to such

92. Phillips &Washlick at 31-32.
93. See Phillips &Washlick at 32.
94.Treaty art. 11(2)(a) and (3)(a).
95. See Senate Report at 64.
96. See Technical Explanation at 1620.
97. Treaty art. 11(2) (b).
98. Treaty art. 11(3)(b).
99. Treaty art. 11(2)(c).
100.Treaty art. 11(4).
101. Treaty art. 11(1) and (2).

country's own law. Moreover, the Treaty provisions do not apply to back-to-back loans or
to interest paid to a resident of a Contracting State acting as a nominee for a third person
who is not a resident of either Contracting State. 101 Finally, if a nonresident recipient of
interest has carried on a business through a permanent establishment or a fixed base in the
taxing country, then interest attributable to such activity is taxed under the Treaty rules
addressing business profits and income from personal services rather than under the interest withholding tax provisions of Article 11.102
L ARIcLE IA.BRAN CH TAX
The U.S. imposes a 30% branch profits tax on the "dividend equivalent amount" of a
foreign corporation engaged in a trade or business in the U.S., where the "dividend equivalent amount" is roughly equal to the taxable income of the branch, less income tax paid by
the branch and less amounts retained in U.S. operations. 10 3 The U.S also imposes a
"branch-level interest tax" by withholding at a 30% rate on allocations of interest deductions to a U.S. branch in excess of interest actually paid. 1° 4 Mexico has neither a branch
profits tax nor a branch-level interest tax. Article 11A of the Treaty, though phrased reciprocally, is intended to preserve the United States' ability to impose its branch profits tax and
branch-level interest tax, albeit at lower rates and subject to certain additional restrictions.
The Treaty generally permits the U.S. to impose a branch tax at a maximum rate of
5% of business profits that are effectively connected with a U.S. trade or business and
either attributable to a permanent establishment in the U.S. or attributable to income and
gains on U.S. real property. 105 This definition precludes the imposition of a branch profits
tax on a Mexican corporation that conducts a trade or business in the U.S. but does not
have permanent establishment in the U.S.
The U.S. will be permitted to impose its branch-level tax on interest at a rate of 10%,
which rate is further limited after five years to 4.9% for investment and savings banks and
insurance companies. 10 6 The excess interest on which such tax may be imposed is limited
to the excess of (i) the interest deductible in computing either profits attributable to a permanent establishment, capital gains, or real property that is taxed on a net basis over (ii)
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the interest paid by or from such permanent establishment or trade or business.
M. ARICLE 12: RoYALnIEs
A Contracting State may impose withholding tax at a maximum rate of 10% on royalties paid to residents of the other Contracting State.108 The Treaty defines a "royalty" as a
payment for the use of, or right to use, "any copyright of literary, artistic, or scientific work,
induding motion picture films and works on film or tapes or other means of reproduction
for use in connection with television, any patent, trademark, design or model, plan, secret
formula or process, or other like right or property, or for information concerning industrial,
102. Treaty art. 11 (6).
103. See generallyI.R.C. § 884.
104. See generallyI.R.C. § 881.
105. Treaty art. 1A(2)(a).
106. Treaty art. 11A(2)(b).
107. Treaty art. 11A(2)(b).
108. Treaty art. 12(1).

commercial, or scientific experience as well as for the use of or the right to use industrial,
commercial, or scientific equipment not constituting immovable property." 1° 9
The Treaty's reduction of withholding tax rates imposed on payments for various
types of technical assistance will increase the impetus for a U.S. company to form a
Mexican subsidiary to which it can sell such technical assistance. 110 Indeed, in defining
"information concerning industrial, commercial, or scientific experience," I 1I the Protocol
incorporates standards that recognize payments under contracts for "know-how" as payments for royalties, to the extent such payments are for the know-how itself rather than
technical services necessary for its implementation.112
The Treaty indudes a specific sourcing rule for royalties, which provides that (i) royalties are deemed to arise in a country in which the payor is a resident or a Governmental
Entity, but (ii) royalties borne by a permanent establishment or fixed base are deemed to
arise in the country in which the fixed base or permanent establishment is located, and
(iii) in any situation in which these rules do not source a royalty to a Contracting Country,
any royalties for the use of, or right to use, property in either country will be sourced to
such country. 113

In some situations, a U.S. resident who provides a royalty-producing intangible asset
to a Mexican resident may suffer unfairly from the interaction of the Mexican assets tax,
the Mexican income tax, and the U.S. income tax. The Mexican assets tax, by its terms,
applies to tangible and intangible property furnished to Mexicans and for which the U.S.
owner receives a royalty. 114 However, if a U.S. owner of such property does not have a permanent establishment in Mexico, the U.S. owner might be subject to the assets tax but not
Mexican income tax - the Mexican income tax can only be applied to a U.S. residents
business profits attributable to a permanent establishment, while the assets tax can be
applied to assets furnished to a Mexican resident under circumstances that do not give rise
to a permanent establishment. 115 Under these circumstances, the U.S. owner would not
receive a U.S. foreign tax credit for the Mexican assets tax, even though the tax is intended
to serve as an alternative minimum income tax. 116 Consequently, the Protocol specifies
that Mexico will grant a credit against the Mexican assets tax for royalty-producing assets
109. Treaty art. 12(3). The characterization of equipment leasing payments as royalties is a significant
departure from standard U.S. treaty policy, which generally treats these payments as rents from
personal property. See Senate Report at 72.
110. See McLees, InitialThoughts, at 998.

111. Article 11 of the Protocol specifies that the phrase "information concerning industrial, commercial or scientific experience" is equivalent to a "transfer of know-how" as defined in paragraph 12
of the commentary to paragraph 12 of the Model Double Taxation Convention on Income and
Capital promulgated by the Organization for Economic Co-Operation and Development,
reprinted at 1 Tax Treaties (W.G.L.) 1017 (hereinafter OECD Model). The OECD model limits
"know-how" to transfers of special knowledge and experience that is not publicly known. See del
Castillo, Solano & Podrasky at 136.

112. Protocol para. 11.
113. Treaty art. 12(6).
114. See supra notes 13 to 15 and accompanying text.
115. See Treaty art. 7(1).
116. See Rev. Rul. 91-45, 1991-2 C.B. 336 (holding that the Mexican tax on assets is not creditable
against U.S. income tax).

in an amount equal to the tax that would have been imposed on the royalties, calculated by
applying the withholding rate specified in the Mexican Income Tax Law without regard to
the Treaty (i.e., 15% or 35%).117
If a nonresident royalty recipient has carried on business through a permanent establishment or a fixed base in the taxing country, then royalties attributable to such activity
are taxed under the Treaty rules addressing business profits and income from personal services. 118 The Treaty also grants authority to recharacterize the amount of royalty payments
where a "special relationship" leads to other than an arm's-length amount of royalties.
N. ARTcIE 13: CAPrAL GAINS

Article 13 of the Treaty specifies all of the circumstances under which a Contracting
State is permitted to tax the capital gains of a nonresident. The provision permits the taxation without restriction of four types of property, subject to the nondiscrimination rules of
Artide 25.
A Contracting State may tax a nonresident's gain derived from the alienation of
"immoveable property" located in such Contracting State. 119 For these purposes, "immoveable property" includes real property; interests in a partnership, trust, or estate to the extent
its assets consist of real property; an interest in a company treated as a legal resident of the
Contracting State if at least 50% of the value of the assets of the company consist of real
property; and "any other right that allows the use or enjoyment of immoveable property."120
A Contracting State also is permitted to tax the gain derived from the disposition of
personal property that was part of the assets of a permanent establishment or fixed base of
a nonresident, even if realization of the gain is deferred until after the nonresident no
longer has a permanent establishment or fixed base.' 2 1 However, Article 13(3) appears to
prohibit the U.S. taxation under section 864(c)(7) of the Code of gain realized on the sale
of an asset no longer used in a U.S. trade or business but sold within ten years of the cessation of use, since the asset's removal from the U.S. trade or business prior to sale would
cause the gain on the sale' to be not attributable to any past or present U.S. permanent
22
establishment1
A Contracting State may tax a nonresident's gain from the sale of stock or other rights
in a resident company, if the nonresident had at least a 25% interest in the capital of the
resident company at any time during the twelve months preceding the sale. 123 The
Protocol clarifies that this tax may not be imposed with regard to sales of stock between
members of an affiliated group of corporations, subject to certain conditions. 124 This provision represents a compromise between the U.S., which does not tax nonresident sales of

117. Protocol para. 3; see McLees, Initial Thoughts, at 1002.
118. Treaty art. 11(6).

119. Treaty art. 13(1).
120. Treaty art. 13(2).
121. Treaty art. 13(3).
122. Phillips &Washlick at 40.
123. Treaty art. 13(4).
124. Protocol para. 13.

stock in U.S. corporations (other than U.S. real property holding corporations), and
Mexico, which taxes either 20% of the gross proceeds of the sale by a nonresident or, if the
nonresident has appointed a qualified representative in Mexico and certain other condi125
tions are satisfied, 30% of the net gain.
Gains described under the Treaty's royalty provisions, including royalties from the
alienation of intangible property, must be taxed in accordance with Article 12.126 Consistent with Article 9 of the Treaty, gain derived from the alienation of ships, aircraft, and
containers used primarily in international traffic only can be taxed in the Contracting
State of the seller's residence. 127 Finally, gain derived from the alienation of any other
property not described in Article 13 of the Treaty is taxable only in the seller's state of
28
residence. 1
0. ARTICLE 14: INDEPENDENT PERSONAL SERVICES

A Contracting State may tax the income from personal services of a nonresident individual acting as an independent contractor (and not as an employee or "dependent agent")
only if (i) the individual has a fixed base in the Contracting State that he uses regularly in
performing the services, in which case the Contracting State may tax income attributable
to such fixed base, or (ii) the individual is present in the Contracting State for a total of
more than 183 days in a twelve month period, in which case the Contracting State may tax
the income from personal services performed in the Contracting State during that period. 129 "Personal services" for these purposes "includes especially scientific, literary, or
artistic activities, educational or training activities, as well as independent activities of
physicians, lawyers, engineers, architects, dentists and accountants." 130 The Technical
Explanation states that the U.S. and Mexico both understand the independent personal
services provision to require taxation of personal service income in accordance with the
"business profits" rule of Article 7. Thus, for example, such income should only be taxable
131
net of expenses.
P. ARTICLE 15: DEPENDENT PERSONAL SERVICES

A Contracting State may tax employment income derived by a nonresident to the

extent the employee services are performed in the Contracting State unless (i) the employee
is present in the Contracting State less than 183 days during a twelve month period; (ii) the
wages are paid by, or on behalf of, an employer that is a nonresident of the Contracting

125. Phillips &Washlick at 41. The U.S's agreement to this provision may presage the enactment of
such a tax by the U.S. See Cass &Andersen at 200.
126. Treaty art. 13(6).
127. Treaty art. 13(5).
128. Treaty art. 13(7).
129. Treaty art. 14(1).
130. Treaty art. 14(2).
131. The Protocol also explains that Article 14 applies to income derived from a U.S. corporation providing personal services in Mexico through a fixed base. This rule is necessary to permit a U.S. corporation to report personal service income on a net basis, since Mexican tax law does not treat a

personal services company as earning business profits. Protocol para. 14; Senate Report at 77-78,

State; and (iii) the wages are not "borne by" a permanent establishment or fixed base of the
non-resident employer in the Contracting State. 132 The latter two conditions are intended
to ensure that a Contracting State does not allow an employer a deduction for compensation that is exempt from tax in such Contracting State. 133 The provisions of Article 16
(Director's Fees), Article 19 (Pensions, Annuities, Alimony, and Child Support), and Article
20 (Government Service) override the general rule of Article 15.13
Q. ARTICLE 16: DIECroR's FES
A Contracting State may tax directors' fees received by a nonresident for actions as a
director or overseer of a resident company only if such services are performed outside the
other Contracting State. 135 "Overseer" refers to a non-manager shareholder advocate, such
as are found in some Mexican companies. Thus, for example, Mexico can tax a U.S. resident for directors' fees received with regard to a directorship of a Mexican company only if
such services are performed in some country other than the U.S. This rule ensures that the
U.S. resident director will have foreign-source income against which to credit the Mexican
income tax.
P.ARTICLE 17: LMIAONS ON BENErs

The Treaty contains detailed rules intended to limit its benefits to persons entitled to
such benefits by reason of their residence in a Contracting State. The rules are specifically
intended to eliminate "treaty shopping" whereby, for example, a third-country resident
could establish an entity in a Contracting State and utilize the provisions of the Treaty to
repatriate funds under favorable terms. To eliminate this potential abuse, the full benefits
of the Treaty are available to only a specified class of persons, limited Treaty benefits are
provided to an additional class of persons, and a facts and circumstances test provides discretion to make the Treaty provisions available to others.
Under Article 17(1) of the Treaty, the full benefits of the Treaty are available to any
137
individual who is a resident of either Contracting State, 136 to any Governmental Entity,
and to any entity satisfying one of four tests: the "active business test," the "ownership/base
erosion test," the "publicly-traded company test," or the "derivative benefit test" for NAFTA
country residents.
Treaty benefits are available to an entity that is a resident of a Contracting State if it is
engaged in the active conduct of a trade or business in its country of residence and the
income derived from the other country is connected with or incidental to such trade or
business. 138 In the case of Mexico, "active trade or business" includes activities carried on
through a permanent establishment as defined under Mexican tax law. 139 The active trade

132. Treaty arts. 15(1) and (2).
133. See Technical Explanation at 1623.
134. Treaty art. 15(1).

135. Treaty art. 16.
136. See Treaty art. 17(1)(a).
137. See Treaty art. 17(1)(b).
138. Treaty art. 17(1)(c).
139. Protocol para. 15(a).

or business rule does not apply to the business of making or managing investments, other

than banking or insurance activities carried on by a bank or insurance company.
To qualify for the benefits of the Treaty under the ownership/base erosion test, a company must satisfy tworequirements. First, the "ownership test" specifies that more than
50%140 of the beneficial interest in the company (including more than 50% of each class
of stock) must be owned, directly or indirectly, by individual residents of the Contracting
States, "publicly-traded companies" as described
below, Governmental Entities, or certain
"tax-exempt entities" as described below. 14 1 Second, the "base erosion rule" requires that
less than 50% of the gross income of the company be used, directly or indirectly, to meet
liabilities (including interest and royalties) to persons other than those named with regard
142
to the ownership test.
A company that is a resident of a Contracting State and the principal class of stock of
which is traded on a recognized securities exchange, or a wholly owned subsidiary of such
a publidy-traded company, will be entitled to the benefits of the Treaty.143 A "recognized
securities exchange" includes the NASDAQ system, national securities exchanges under the
Securities Exchange Act of 1934, stock exchanges authorized under the terms of Mexico's
Stock Market Law of January 2, 1975 (Mercado de Valores), and any other exchange designated by the competent authorities of the Contracting States. 144
The Treaty contains a special provision that modifies the benefit limitation requirements "to take into account the economic flows anticipated in the proposed free trade
area." 145 Thus, a company that is a resident of a Contracting State qualifies for full benefits
under the Treaty if (i) it is owned entirely by companies that are residents of NAFTA countries (i.e., Mexico, the U.S., or Canada) and (ii) it is more than 50% owned by a Contracting
146
State resident company that satisfies the general publicly-traded company definition.
The benefits of the Treaty also apply to a not-for-profit entity that is exempt from
income tax in its Contracting State of residence, provided more than half of the members
or beneficiaries of the entity are entitled to the benefits of the Treaty. 147
An entity that fails all of the foregoing tests for complete Treaty coverage nevertheless
can qualify for the benefits of the Treaty described in Article 10 (Dividends), Article 11
(Interest), Article 1IA (Branch Profits Tax), and Article 12 (Royalties) if it satisfies four conditions. 14 8 First, more than 30% of the beneficial interest in the entity must be owned,
directly or indirectly, by any combination of Contracting State individual residents, publidy-traded companies as described above, Governmental Entities, or tax-exempt entities as
described above. 149 Second, more than 60% of the beneficial interest in the entity must be
owned, directly or indirectly, by persons resident in a NAFTA signatory country, as long as
140. The U.S. Model Treaty requires 75% ownership under its ownership test.
141. See Treaty art. 17(1)(d).
142. See Treaty art. 17(1)(f).
143. Treaty art. 17(1)(d).
144. Protocol para. 15(b).
145. Senate Hearings (Sessions Statement). See generally Cass &Andersen at 201-202 (discussing the
breadth of the Treaty's limitation of benefits principles).
146. Treaty art. 17(1)(d)(iii).
147. Treaty art. 17(1)(e).

148. See Treaty art. 17(1) (g).
149. Treaty art. 17(1)(g)(i).

such country has an income tax treaty with the country from which the income is derived
and such treaty imposes no less favorable a rate on the item of income in question than
does the Treaty.150 Third, no more than 70% of the gross income of the entity can be used,
directly or indirectly, to meet liabilities (including interest and royalties) to persons other
than persons constituting qualified owners under the first requirement. l l Finally, no more
than 40% of the gross income of the entity may be used, directly or indirectly, to meet liabilities (including interest and royalties) to persons other than persons constituting qualified owners under the first requirement above and other residents of NAFTA countries. 152
The competent authority of a Contracting State in which income arises also may
grant Treaty benefits to persons who cannot meet the above tests but who can demonstrate
that they should be granted such benefits. 153 The legislative history explains that "[tihis
discretionary provision is included in recognition that, with the increasing scope and
diversity of international economic relations, there may be cases where significant participation by third country residents in an enterprise of a Contracting State is warranted by
sound business practice and does not indicate a motive of attempting to derive unintended
154
treaty benefits."
S.ArIctE 18: ARTISs [sic] AND ATHLETES
A Contracting State may without restriction tax remuneration of a nonresident athlete or performing artist or entertainer for personal services performed in such
Contracting State. 155 The provision extends to remuneration for personal services, such as
endorsements, that are related to the entertainer or athlete's reputation. 156 Moreover, the
provision explicitly authorizes a tentative withholding of tax from all gross receipts of the
entertainer or athlete subject to the filing of a refund claim in the event of over-withholding, and the rule applies to an entity to which income from the performance of an athlete
or artist accrues unless the athlete or artist does not participate, indirectly or directly, in
the profits of such entity.157 The Article does not apply to athletes and artists with gross
foreign-source remuneration of $3,000 or less (the U.S. Model Treaty calls for $20,000),
nor does it apply to athletes or artists whose visits are substantially supported by public
funds of a Governmental Entity of their country of residence.15 8
T.ArTicLE 19: PENSIONS, ANNUITIES, AuMONY, AND CHID SUPPORT

Article 19 of the Treaty provides three basic rules. First, private pensions and annuities
in consideration of past employment can be taxed only by the country of residence of the
recipient.'5 9 Second, social security benefits or other public pensions paid by a govern150. Treaty art. 17(1)(g)(ii).
151. Treaty art. 17(1)(g)(iii)(A).
152. Treaty art. 17(1)(g)(iii)(B).
153. Treaty art. 17(2).
154. Technical Explanation at 1625.
155. Treaty art. 18(1).
156. Protocol para. 16.
157. Treaty art. 18(2).
158. Treaty art. 18(3).
159. Treaty art. 19(1)(a) and (2).

ment of one Contracting State to a resident of the other Contracting State may be taxed
only by the Contracting State paying the pensions. 160 Because this rule prevents a
Contracting State's taxation of its own residents, it is an exception to the general savings
clause of Article 1(3). Finally, alimony and child support payments may only be taxed by
the country of residence of the payor. 16 1 This rule also is an exception to the savings
clause.
U. ARTICLE 20: GovERNMENT SERvicE

Article 20 provides three rules governing compensation paid by a Governmental
Entity. First, employment compensation paid by a Governmental Entity, other than a pension, generally is exempt from taxation by the other Contracting State. 162 However, such
compensation is taxable by the non-payor Contracting State if (i) the services are rendered
in such Contracting State and (ii) the individual is a resident of such Contracting State
who either is a national of the Contracting State or did not become a resident solely to render the services. 163 Second, pensions paid by a Governmental Entity in respect of past services generally are taxable only by the payor Contracting State. 164 However, pensions are
taxable only by the other Contracting State if the recipient is both a resident and a national
of such Contracting State. 165 Finally, the special rules of Article 20 do not apply to compensation paid by a Governmental Entity in respect of commercial or industrial activity, as
opposed to governmental functions. 166 For example, a Mexican resident who works for a
Mexican state-owned commercial bank in the U.S. would be taxable by the U.S. on wage
income under Article 15 (rather than exempt from U.S. taxation under Article 20(1)).167
V. ARTICLE 21: STUDENTS

A Contracting State cannot tax payments for maintenance, training, or education that
(i) are from sources outside its borders and (ii) are to a student or apprentice in such
Contracting State for the purposes of education or training if (iii) such student is, or was
in the immediate past, a resident of the other Contracting State. 168 The Treaty does not
teachers and researchers, which is an unusual omisaddress the treatment of nonresident
69
sion for a modem tax treaty. 1
W. AR'ICE 22: ExEmpr ORGANIZATIONS

Article 22 of the Treaty provides for reciprocal recognition of tax-exempt organizations, both in terms of providing an exemption from tax on income and providing for the

160. Treaty art. 19(1)(b).
16 1.Treaty art. 19(3).

162. Treaty art. 20(1) (a).
163. Treaty art. 20(1)(b).
164.Treaty art. 20(2)(a).
165. Treaty art. 20(2)(b).
166. Treaty art. 20(3).
167. See Senate Report at 86.
168. Treaty art. 21.
169. Phillips & Washlick at 56.

deductibility of contributions. This provision, which is likely to prove very important in
increasing the flow of charitable donations from the U.S. to Mexico, is found in very few
treaties. The inclusion of this provision in the Treaty is largely attributable to the substantial cross-border flow of charitable contributions between the countries, the substantial
coordination of the countries' taxing authorities, and the similarity of the countries' definitional standards for exempt organizations (Mexico, in fact, adopted the U.S. standards). 170
The provision is an exception to the savings clause of Article 1 because, in certain respects,
it supersedes each Contracting State's laws regarding the taxation of its residents.
Each Contracting State will exempt from taxation items of income of an organization
that is a resident in the other Contracting State if such organization (i) is operated exclusively for religious, scientific, literary, educational, or other charitable purposes, (ii) is
exempt from tax in its country of residence, and (iii) the item of income in question would
be exempt from tax if received by a tax-exempt resident organization of such Contracting
State (e.g., an item of income to a Mexican charitable organization would not be an item of
unrelated business taxable income under U.S. domestic tax law). 171 Paragraph 17(a) of the
Protocol provides that the competent authority of each Contracting State generally will
accept the certification of the competent authority of the other Contracting State that an
organization qualifies under this provision for exemption, which makes the provision selfexecuting.
If the U.S. and Mexico agree that provisions of Mexican law creating standards for
determining organizations eligible to receive deductible contributions are equivalent to
U.S. law requirements for "public charities"' 172 then an organization determined by
Mexican authorities to meet such standards will be treated as a public charity under U.S.
law for purposes of contributions by U.S. private foundations and public charities. 173
Thus, for example, a U.S. private foundation will not have to exercise "expenditure responsibility" within the meaning of section 4945 of the Internal Revenue Code with regard to a
grant to such Mexican organization.
In general, contributions by a U.S. citizen or resident to a Mexican organization meeting Mexican law "public charity" standards referenced in the preceding paragraph will be
treated as charitable contributions to a public charity under U.S. law, which generally will
cause such contributions to be deductible for U.S. income tax purposes. 174 Such contributions, however, will not be deductible to the extent they exceed U.S. limits on the
deductibility of charitable contributions to public charities as applied to the U.S. residents
income from Mexican sources. 175 U.S. limitations on deductibility include the percentage
and other limitations under section 170 of the Code and the overall limits on itemized

170. See Senate Hearings (Sessions Statement); Taxleads, BNA Daily Report for Executives, Dec. 21,
1992, at 245.
171. Treaty art. 22(1).
172. See I.R.C. § 509(a) (defining public charities, i.e., organizations described in section 501(c)(3) of
the Code that are not classified as "private foundations").
173. See Treaty art. 22(2)(a).
174. Treaty art. 22(2)(b).
175. Treaty art. 22(2).

deductions under section 68 of the Code.' 76 Reciprocal provisions apply to contributions
from Mexican residents to U.S. public charities if the Contracting States agree that U.S.
standards for designating public charities are equivalent to Mexican standards for deter177
mining organizations eligible to receive deductible contributions.
Paragraph 17(b) of the Protocol incorporates a significant agreement that, except for
churches or conventions of churches, ITA Article 70-B and sections 509(a)(1) and (a)(2) of
the Code, as interpreted by administrative regulations and rulings and as in effect on the
date of the signing of the Treaty, provide equivalent standards for organizations within
their coverage. Thus, existing determinations by the competent authorities of each country
as to public charity status became binding on the other country when the Treaty went into
effect.
Chapter 42 of the Internal Revenue Code imposes a host of excise taxes on "private
foundations,' which are a subset of organizations exempt from tax under section 501(c)(3)
of the Code, The Treaty provides that charitable organizations that are resident in Mexico
and that received substantially all their support from non-U.S. sources are not subject to
the U.S. excise taxes on private foundations.
X. ARILE 23: OTHER INCOME
A Contracting State retains the right to tax any income of a nonresident arising in
such country and not otherwise addressed by the Treaty.178 Examples of such income
include lottery winnings, punitive damages, and cancellation of indebtedness income.179
This type of source-based residual provision is beneficial to Mexico since Mexico is a net
importer of capital and services.180
Y.Amrcut 24: RmuE FROM DouBLE TAxATiON

Article 24 attempts to safeguard one of the Treaty's primary functions: prevention of
double taxation of income. The Contracting States generally have agreed to allow residents
(and, in the case of the U.S., citizens) a credit against income tax for income taxes paid to
the other Contracting State. 18 1 The credit extends to "indirect income taxes" i.e., a
Contracting State must allow a credit for income taxes paid by a subsidiary to the other
Contracting State on profits distributed to a resident owner of at least 10% of its voting
stock. 182 "Income taxes" for this purpose also includes a "profits tax imposed on distributions,' such as the Mexican company-level tax on distributions from untaxed earnings, but

176. See Senate Report at 89.
177. SeeTreaty art. 22(3).
178. The Treaty does not address a Contracting State's right to tax income of a resident of the other
Contracting State that arises in a third country but is taxable under the Contracting State's laws.
See Cass &Andersen at 200.
179. See Senate Report at 90.
180. Phillips &Washlick at 60.
181. Treaty art. 24(1)(a).
182. Treaty art. 24(1)(b).

on a distributee's "earnings and profits," as calculated
only to the extent the tax is imposed
183
recipient.
the
of
law
the
under
The Treaty permits each Contracting State to apply domestic law limitations on credits for income taxes paid to the other Contracting State.L1 4 The U.S., therefore, can impose
taxes, and Mexico can
the limitations of section 904 of the Code on credits for Mexican
185
impose its overall limitation on credits for U.S. income taxes.
Generally, income that may be taxed in a Contracting State under the Treaty must be
sourced to that Contracting State. 18 6 This rule is inapplicable, however, to any divergent
domestic law sourcing rules that apply for purposes of limiting the foreign tax credit. 187
Capital gains are excepted from the application of domestic sourcing rules, although
the capital88gains rule of Article 13(4) provides its own sourcing rules to prevent double
1
taxation.
If a U.S. citizen who is a resident of Mexico earns income that would be subject to
reduced or no tax under the Treaty if such Mexican resident were not a U.S. citizen, then
Mexico may limit the credit for U.S. taxes to the amount permitted under the Treaty.
However, the U.S. is required to provide a credit for any Mexican tax attributable to the
such credit and to re-source the item of income, as necessary, to avoid
disallowance of189
double taxation.
If the Treaty provides an exemption for income of a Mexican resident, Mexico agrees
to use an exemption rather than a credit to avoid double taxation; however, Mexico is
which is exempt,
allowed to take into account the resident's entire income, including that
190
in computing the tax rate to apply to the taxable portion of the income.
Z. ARiCLE 25: NON-DISCRIMINATION
The Treaty imposes nondiscrimination requirements applicable to "all taxes of every
kind imposed at the national, state, or local level," generally preventing either Contracting
State from discriminating by imposing other or more burdensome taxes (or related
requirements) on nationals of the other country than it would impose on its own national
under like circumstances. 191 For these purposes, persons who are and who are not, respectively, taxed on their world-wide income by a Contracting State are not considered in like
circumstances.
Neither Contracting State may tax a permanent establishment of an enterprise of the
other country less favorably than it would tax a domestic enterprise carrying on the same

183. Treaty art. 24(1); see Technical Explanation at 1628 (explaining that the "earnings and profits"
limitation is to ensure that the creditable tax is a tax on income pursuant to US. tax principles).
184. Treaty art. 24(1).
185. See Phillips &Washlick at 62.
186. Treaty art. 24(3).
187. See Phillips & Washlick at 63-64 (noting that all domestic sourcing rules apply to limit the foreign tax credit, and thus speculating that only domestic sourcing rules applicable primarily or
solely for such purposes should supersede the Treaty rules).
188. Treaty art. 24(3).
189. Treaty art. 24(4); see Technical Explanation at 1628 (providing example).
190. Treaty art. 24(2); Senate Report at 93.
191. Senate Report at 94.

activities, although this nondiscrimination requirement does not require a country to
grant a resident of the other country any tax benefits based on civil status or family
responsibilities. 192 Each Contracting State also must grant to its residents a right to deduct
payments to a nonresident for interest, royalties, and other disbursements (including allocable administrative, research and development, and similar expenses) to the same extent
as if such amounts had been paid to a resident. 193 These nondiscrimination rules, however, do not prevent either country from imposing a branch profits tax or branch-level interest tax, nor do the rules prevent Mexico from denying a deduction for presumed expenses
94
to a U.S. resident electing to be taxed on a net basis on income from real property.
A Contracting State cannot discriminately tax an enterprise the capital of which is
wholly or partly owned or controlled, directly or indirectly, by residents of the other
Contracting State. This rule does not prohibit the U.S. from taxing the liquidating distributions of a U.S. subsidiary of a Mexican parent or restricting the use of small business cor95
porations to U.S. citizens and certain U.S. residents.1
AA. ARTICLE 26: MuruAL AGREEMENT PROCEDURE

The Treaty provides relatively detailed procedures for attempting to resolve disputes
with regard to the application and interpretation of the Treaty. These procedures, which
may be invoked by a resident of a Contracting State, provide for resolution of issues
196
through mutual agreement or through binding arbitration.
AB. ARTICLE 27: EXCHANGE OF INFORMATION

The Treaty incorporates by reference the Information Exchange Agreement discussed
below and provides a bare-bones substitute provision to apply in the event of a termina97
tion of the Information Exchange Agreement. 1
AC. ARTIcI 28: DIPOMATIC AGENrs AND CONSULAR OFFICES

Article 28 preserves for diplomatic agents or consular officials any fiscal privileges that
may exist under international law or special agreements.

192. Treaty art. 25(2).
193. Treaty art. 25(4).
194. Treaty art. 25(3).

195. Treaty art. 25(5).
196. See Senate Hearings (Sessions Statement)(noting that the binding arbitration provision, which
is based on the U.S-Germany income tax treaty, represents a fairly new and practical alternative
to the traditional competent authority mechanism for resolving disputes). The availability of
mutual agreement procedures may prove particularly valuable to U.S. companies that are targeted
under Mexico's new transfer-pricing initiatives. See del Castillo, Solano & Podrasky at 126; supra
text accompanying notes 67 to 77.
197. On September 12, 1994, the U.S. and Mexico signed a Protocol modifying Article 27 of the

Treaty to cause it to conform to amendments to the Information Exchange Agreement. See infra
note 202.

AD. ARTIcLE 29: ENTRY INTO

FORCE

The United States and Mexico exchanged instruments of ratification with regard to
the Treaty in the last week of December, 1993. Consequently, under Article 29, the Treaty
entered into force on January 1, 1994. The Treaty terminated and superseded the existing
Convention Between the United States of America and the United Mexican States for the
Avoidance of the Double Taxation of Income Derived from the Operation of Ships or
Aircraft in International Traffic. 198
AE. ARTicLE 30: TEmINATION

The Treaty will remain in force until terminated by one of the Contracting States.1 99
Either Contracting State may terminate the Treaty at any time after five years from the date
on which it enters into force, provided such Contracting State gives at least six months
notice of termination. 200 Because of Mexican fears that the U.S. legislature would enact
laws inconsistent with Treaty provisions, the Protocol permits unilateral termination prior
to the five year minimum period if one Contracting State applies its law in a fashion that
eliminates or significantly limits a benefit of the Treaty
and the Contracting States cannot
201
resolve the problem through diplomatic channels.

II.Agreement Between the United States of America and the
United Mexican Statesfor the Exchange of Information
with Respect to Taxes
On November 9, 1992, the U.S. and Mexico signed the Agreement Between the United
States of America and the United Mexican States for the Exchange of Information with
Respect to Taxes (the InformationExchange Agreement), which went into effect on January
18, 1990. The Information Exchange Agreement binds the U.S. and Mexico to exchange tax
202
information helpful for the administration and enforcement of their respective tax laws.
In Barquero v. United States,20 3 the United States Court of Appeals for the Fifth Circuit

found that the Information Exchange Agreement was the "law of the land" and was not
unconstitutional. Consequently, the Internal Revenue Service could utilize its administrative summons power to obtain information requested by Mexico under the Information
Exchange Agreement.

198. See Treaty art. 29(3).
199. Treaty art. 30(1).
200. Id.
201. Protocol para. 30.
202. See generally Senate Report at 99 (providing a detailed discussion of the provisions and operation of the Information Exchange Agreement). On September 8, 1994, the U.S. and Mexico
signed a Protocol that modified the Information Exchange Agreement (i) to cause it to apply to

taxes imposed by states or other political subdivisions of the U.S. or Mexico and (ii) to require
the U.S. and Mexico to apply their respective taxpayer privacy laws to information obtained
under the Information Exchange Agreement.
203.18 F.3d 1311 (5th Cir. 1994).

Appendix. Summary of the Mexican Tax Law
The Treaty was negotiated based upon, and in part supplants, existing U.S. and Mexican tax
laws with respect to the matters covered in the Treaty. Consequently, a basic understanding
of the tax law of Mexico is necessary to understand the Treaty's effects and significance.
A. MNuIcAN INCOME TAxEs
Mexico imposes an income tax on (i) resident companies, (ii) resident individuals,
and (iii) "permanent establishments" of nonresident companies.
1. Taxation of Mexican Entities
Mexico imposes an income tax at a flat rate of 34% on the worldwide income of companies that are residents of Mexico. 204 An entity is considered to be "resident" in Mexico if
the entity's business is principally administered in Mexico. 20 5 Under Mexican law, an entity's principal administration is located where the directors or administrators exercise management and control; however, a rebuttable presumption exists that legal entities estab206
lished under Mexican law are resident in Mexico.
With one limited "conduit" exception, the Mexican organizational forms, even those
corresponding to partnerships under U.S. law, are separately taxable entities. 207 The
Mexican tax law's taxation of all businesses on an entity-by-entity basis eliminates the
importance often attached to entity characterization under United States tax law (e.g., partnership vs. corporation classification). Moreover, the Mexican tax law's entity-based tax system encourages the use of the corporate form to the exclusion of other forms, because,
unlike in the United States, no tax advantage offsets the disadvantages, such as unlimited
liability or limited transferability of interests, that may attend the use of other forms. 208

204. See ITA arts. 1 and 10.
205. ITA art. 1; Codiga Fiscal de la Federacion, arts. 9 and 15 (hereinafter Federal Fiscal Code, or
FFC).
206. See J.Labrador & T. Browne, Mexico: IncreasingIts Attractions to the InternationalInvestor, 19
Tax Planning Int'l Rev. No. 3, 3 (1992) (hereinafterLabrador & Brown).

207. See generallyLey General de Sociedades Mercantiles (the General Law of Mercantile Societies).
208. There are six basic Mexican organizational forms. First, The Sociedad Anonima, or corporation,
is a separate legal entity in which shareholders' liability is limited to their investment of capital in
the corporations. Most foreign investors select this organizational form. Second, the Sociedad
Anonima de Capital Variable, or corporation with variable capital, is identical to an ordinary
Mexican corporation except that it does not have to amend its Articles of Incorporation or secure
certain governmental approvals to change its capital structure. Third, the Sociedad de
Responsabiidad Limitada, or limited liability company, rarely used by foreign investors, limits
investors' liability to capital investment but restricts the transferability of investors' interests.
Fourth, the Sociedad en Nombre Colectivo, or partnership, rarely used by either Mexicans or foreigners, is similar to a general partnership in the U.S. - each partner is jointly and severally liable
for the partnership's debts. This entity and the limited partnership described below are used most
frequently when foreign and domestic investors want to create a Mexican entity that will be taxed
on a flow-through basis by another taxing jurisdiction. Fifth, the Sociedad en Comandita, or

Mexican tax law applies several computational principles that are not found (or are
found only in modified form) in U.S. tax law to determine net taxable income. Among
other requirements, Mexico requires that business expenses must be strictly indispensable
to the conduct of a business activity before such expenses will be deductible. 20 9 The doctrine of indispensability became an added legal requirement in 1974 as a reaction to a
widespread practice of deducting as business expenses items of conspicuous personal consumption. Consequently, although the doctrine narrowed the deductibility of business
expenses compared to prior Mexican law, the standard may not be a great deal2 more
10
restrictive that the "ordinary and necessary" requirement of section 162 of the Code.
Unlike the U.S., Mexican tax law does not subject inventories to special treatment;
rather, all purchases of raw materials and inventories and costs of production are treated as
deductible expenses when incurred. 2 11 On the other hand, Mexico recently enacted provisions setting forth specific rules governing the taxation of financial derivative products, such
212
as foreign currency futures and transactions in commodities traded on futures markets.

Mexican taxpayers must compute an inflationary loss by multiplying financial assets
by increases in a price index. The inflationary loss reduces the amount of recognized inter2 13
est or foreign exchange income or, if in excess of such income, creates a deductible loss.
Note 208, continued
Limited Partnership, like limited partnerships in the U.S., has one or more general partners with
joint and several liability and limited partners whose liability is limited to their investment. There
are two subcategories of limited partnerships: the Sociedad en Comandita Simple, in which all
investors hold partnership interests (limited or general), and the Sociedad en Comandita por
Acciones, in which all partners' interests are represented by shares and limited partners' shares (but
not general partners' shares) are freely alienable. Once again, these entities are rarely used. Finally,
the Asociacion en Participacion, or joint venture contract, is not a legal entity per se, but rather a
recognized contractual arrangement that permits an association of two or more parties for a specific project. This entity is treated as a conduit for Mexican tax purposes, though under certain circumstances, one joint venturer may be liable for unpaid Mexican federal income tax liability of
another. See ITA art. 8. Unlike the United States, Mexico does not require that allocations of
income and loss from a joint venture must have substantial economic effect, which permits the use
of a joint venture to shift and allocate income to meet the participant's tax needs. See Castillo,
Reyes, & Solano, Tax PlanningOpportunitiesfor U.S. Business in Mexico, 21 Tax Mgmt. Int'l. J. 131,
135 (1993).
209. ITA art. 24, para. 1.
210. See Foreign Tax Law Association, Inc., 3 Tax Laws of the World: Mexico 28 (rev. ed. Sept.
1993)(noting, for example, that expenses for business entertainment, subscriptions to newspapers, and advertising are deductible under the "strictly necessary" standard; "country homes" and
"an indeterminate number of high-priced automobiles" are not).
211. See 972 Tax Mgmt. (BNA) 313, Tax Management Foreign Income Portfolios: Business Operations
in Mexico (Apr. 6, 1992).
212. Generally, debt derivatives give rise to accruable or deductible interest, while capital derivatives
are taxed analogously to capital gains. See ITA arts. 7-D, 18-A, & 135. It is unclear whether the
Treaty's capital gains provisions will apply to capital derivatives. See LM. Perez de Acha, Mexico
Amends Tax Legislation to Reflect Increased Global Trade, NAFTA, 8 Tax Notes Int'l 623,624 (1994).
213. See ITA arts. 7-A to 7-B.

Taxpayers are required to compute inflationary gains by periodically multiplying the balance of their liabilities by increases in a price index. The taxpayers must subtract this inflationary gain from otherwise deductible accrued interest expenses and foreign exchange
losses, deducting the net expenses or including the excess of any inflationary gain in
income.
A Mexican taxpayer may elect either to deduct the cost of a new fixed asset on a
straight-line basis or to deduct a designated percentage of the cost of the asset in the year
the asset is placed in service. 2 14 The amount of the one-time deduction is calculated to
approximate the present value of the otherwise available straight-line depredation deductions. 2 15 Net operating losses may be carried forward five years (adjusted for inflation) but
2 16
may not be carried back.
Distributions by a Mexican company, including corporate dividends or partnership
distributions, are exempt from further tax, i.e., such distributions do not constitute taxable
income to the recipient. 217 However, to prevent the use of this rule as a means of excluding
net income from tax entirely, a Mexican business entity is subject to a 34% tax on the gross
amount of any distributions in excess of the company's after-tax earnings account (cuenta
de utilidad fiscal neta, or CUFIN), which is similar to the earnings and profits of a corpo218
ration under U.S. tax law.
Mexico grants a foreign tax credit for income tax paid in foreign countries on foreignsource income subject to Mexican income tax. 219 In addition, a Mexican resident is granted a credit, in proportion to dividends or distributions from a nonresident, for foreign
taxes paid by a nonresident entity in which it owns a capital interest of at least 10%.220
A group of entities may elect to be taxed on a consolidated basis if they secure prior
authorization from the Ministry of Finance and Public Credit. The controlling entity must
be a resident of Mexico and no more than 50% of its voting interests may be held by companies that are resident in countries with which Mexico does not have a broad treaty for
22 1
the exchange of tax information.

214. Some Mexican straight-line depreciation periods are relatively rapid. Trucks, trailers, automobiles, and buses are depreciable over four years, and pollution control equipment is depreciable
over two years. ITA arts. 44 para. VI &X and 138 para. III.
215. SeeITA arts. 41 and 51.
216. ITA art. 55.
217. ITA art. 10-A.

218. See ITA art. 120. Because the cost of acquiring inventory is deductible for Mexican income tax
purposes, a company's CUFIN account may be low in relation to GAAP income or U.S. taxable
income in the company's early years.
219. Under the most recent amendments to the Mexican Tax Code, entities and individuals may
claim a credit equal to 34% of foreign-source taxable income, where such income is calculated in
accordance with the income tax laws of Mexico rather than those of the foreign country. See L.M.
Perez de Acha, supra note 212.
220. ITA art. 6.
221. See generallyITA art. 57; Labrador & Browne at 9.

A final point, particularly important from a transaction-planning standpoint, is that
Mexico, unlike the U.S., 222 requires taxpayers to recognize gain on the contribution of
assets to a controlled entity. Consequently, a Mexican company contributing assets to a
joint venture formed with a US. company could be forced to recognize gain. To avoid this
result, the U.S. company, which would not be subject to the Mexican gain-recognition
requirement, should contribute capital in exchange for an ownership interest in the existing Mexican entity The feasibility of this structure, however, may be limited if the Mexican
company is subject to potential liabilities or carries unwanted assets. In that event, a further alternative might be to cause the Mexican company to contribute capital and personnel to a Mexican joint venture to which the Mexican company leases the desired assets. The
economics of this arrangement, however, may prove different from the other alternatives.
2. Taxation of Mexican Resident Individuals
Mexico imposes an income tax at graduated rates of up to 35% on the worldwide
income of individuals who are residents of Mexico. 223 "Resident" is presumed to include all
Mexican nationals, subject to proof to the contrary. The income tax also includes foreign
nationals who maintain a home in Mexico, unless they are resident in another country for
more than 183 days and can prove tax residence in that other country. Although individuals
are subject to many of the same rules as business entities in computing taxable income, a
number of principles apply specifically to individuals. For example, individuals compute
capital gains and losses subject to special rules, individuals need not recognize gain on the
sale of their principal residence, individuals are granted deductions for certain personal
224
expenses, and individuals' financial derivatives transactions are subject to special rules.
3. Taxation of PermanentEstablishmentsof ForeignEntities
Mexico also imposes an income tax on net income attributable to a permanent establishment of a foreign company. 225 A "permanent establishment" is broadly defined as "any
place of business in which business activities are carried out partially or totally" in Mexico,
including branches, offices, agencies, factories, workshops, installations, mines, or
quarries.226 Permanent establishments also include a "fixed base" defined as any place in
Mexico at which independent self-employment services of a scientific, literary, artistic,

222. See I.R.C. § 351. Mexican law also provides that transfers of assets pursuant to mergers or spinoffs are subject to the general tax law provisions governing dispositions of assets. See ITA art. 5A.
223. FFC art. 74.
224. See generally ITA tit. IV (concerning taxation of individuals); see also ITA art. 122 (exempting
dividends received by individuals from income).
225. Subject to limited exceptions, however, Mexico imposes withholding tax at the source on a gross
basis on Mexican-source income that is not attributable to a permanent establishment. See infra
note 239 and accompanying text.
226. ITA arts. 1and 2.

educational, pedagogical or professional nature are rendered. 227 The presence of a joint
venture (as defined by Mexican law) in Mexico will result in a permanent establishment
for each nonresident participant if any joint venturer carries on 228
activities that, if carried on
by a nonresident, would give rise to a permanent establishment.
A nonresident company, even without any place of business in Mexico, can have a permanent establishment as a result of activities carried out by third-party individuals or
entities. Under Mexican law, a variety of specifically enumerated acts by a third-party representative on behalf of a nonresident will lead to a permanent establishment. 229 The
rationale for treating these third-party activities as creating a permanent establishment is
that, according to the theory of representation, the nonresident is executing juridical23acts
0
in Mexico through an agent, and therefore is developing economic activity in Mexico.
On the other hand, acts by independent agents for arm's-length consideration generally will not give rise to a permanent establishment. 231 Moreover, a nonresident may carry
out certain designated activities without creating a permanent establishment: the use or
maintenance of installations for storage or exhibition of goods; the use or maintenance of
facilities for storage or exhibition of goods to be processed by another; the use of a place of
business to buy goods or obtain information; the use of a facility to carry on preliminary
or auxiliary activities such as advertising, research, or preparation for the arrangement of
232
loans; and the physical deposit of goods in a general deposit warehouse.
The three categories of income considered "attributable to" a permanent establishment are income resulting from the business activities of the permanent establishment; a
portion of the Mexican-source income of any foreign operations of a nonresident company (e.g., a home base) equal to the proportion that the Mexican permanent establishment
shared in the expenses associated with the creation of such income; and income from any
sales of personal or real property in Mexico by a nonresident corporation having a permanent establishment in Mexico, irrespective of whether such sales are through the permanent establishment or through the nonresident company's other operations. 2 33 Income

227. ITA art. 2.
228. ITA art. 2.

229. ITA art. 2 specifies that a permanent establishment arises when a third-party representative (i)
has power to execute contracts on behalf of the nonresident; (ii) maintains inventories in Mexico
to fill orders for the nonresident; (iii) assumes risks on account of the nonresident; (iv) acts pursuant to detailed instructions or under the general control of the nonresident; (v) engages in
activities in Mexico that belong economically to the nonresident and with respect to which the
third person has no power to act in an independent manner; and (vi) receives compensation that
is guaranteed regardless of results.
230. See E. Nicolau, Mexican Taxes on ForeignInvestment and Trade, 12 Hous. J.of Int'l L. 265,268-71

(1990). Historically, the Hacienda did not try to interpret strictly the broad Mexican law definition of a permanent establishment. For U.S. residents, the issue may be moot since the Treaty has
superseded the Mexican law definition. See K. Matthews, Conference Focuses on Recent Mexican
Tax Developments, Tax Notes Int'l, July 26, 1993, at 231,232-33.
231. ITA art. 2; see L. Perez de Acha, supra note 217, at 623.
232. ITA art. 3.
233. See ITA art. 4.

attributable to a Mexican permanent establishment generally is taxed at a rate of 34%
under the same computational provisions applicable to the income of a resident company234 subject to certain qualifications. A Mexican permanent establishment may deduct all
expenses incurred outside Mexico relating to the permanent establishment's business
activities in Mexico, including an appropriate allocation of home office expenses for the
Mexican operations. 235 A Mexican resident taxpayer, however, cannot deduct expenses
incurred abroad and allocated to the Mexican resident taxpayer by a company that is not
236
subject to Mexican income tax.
A permanent establishment also faces a potential tax on the repatriation of earnings.
Permanent establishments in Mexico must maintain "remittance accounts," calculated as
the permanent establishment's unremitted net after-tax earnings account increased by
remittances from related foreign offices and decreased by remittances to related foreign
offices. A permanent establishment must pay a tax equal to 34% of the gross amount by
which remittances to related foreign offices exceed the balance of this account, multiplied
in Mexico and distributed to related
by 1.515.237 This tax ensures that amounts earned238
foreign offices are subjected to Mexican income tax.
B. MEXcAN WITHHoLDING TAXES

Many nonresident companies conduct economic activities in Mexico yet lack suffident contacts to establish a permanent establishment that brings them within the Mexican
income tax regime. Most Mexican-source income that is paid to nonresidents but that
is not attributable to a permanent establishment is subject to a withholding tax at the
source, which must be collected and remitted by the Mexican payor to the Mexican tax
239
authorities.
Dividends paid out of earnings that have been subjected to Mexican income tax are
not subject to a withholding tax; however, dividends paid out of earnings that have not
Most
been subjected to a Mexican income tax are subject to a withholding tax of 35%.240
241
loans from a Mexican company to a foreign shareholder are treated as dividends.
Interest income is sourced to Mexico if it is paid with respect to a debt the principal of
which is used to fund activities within Mexico. The law creates a rebuttable presumption
that the principal of a loan is used in Mexico if the debtor is a Mexican resident or a permanent establishment in Mexico. 242 Through December 31, 1995, the temporary withholding tax rates are (i) 4.9% on interest paid to foreign banks and certain financial insti-

234. See ITA art. 1

235. ITA art. 23. Note, however, that claiming deductions for such allocations will increase the portion of the home office's Mexican-source income attributed to the permanent establishment.
236. ITA art. 25, para. XIX.
237. See ITA art. 152.

238. See Labrador & Browne at 8.
239. ITA tit. V.
240. ITA art. 152.

241. ITA art. 120 para. IV.
242. ITA art. 154.

tutions; (ii) 10% on interest paid by Mexican financial institutions to foreign creditors and
on interest on acquisition indebtedness with regard to machinery and equipment that
become part of a Mexican purchaser's fixed assets; and (iii) 35% on other interest. 243 A flat
withholding rate of 4.9% applies to interest payments to foreign banks and certain finan244
cial institutions.
Royalties and technical assistance payments are sourced to Mexico if the intangible
asset for which payment is made is used in Mexico. 245 The law creates a rebuttable presumption that intangible asset payments from a resident company or permanent establishment are for intangible assets used in Mexico. 246 The withholding tax rate is 15% for technical assistance fees and royalties for the use of models, plans, formulas, know-how, copyrights, artistic, literary, and scientific works, and movie, television, and radio rights. The
247
rate is 35% for royalties for the use of patents, trademarks, trade names, and publicity.
Fees from construction activities are subject to a 30% withholding tax. 248 Nonresident
companies are not considered to have a-permanent establishment as a result of participation in a construction project in Mexico that lasts less than 183 days (and thus their fees
are subject to the 30% withholding tax). Such nonresident companies, however, may elect
to be treated as having a permanent establishment as a result of their construction activities, resulting in taxation on a net income basis. Mexican law allows companies engaged in
construction that are taxed on a net basis to deduct construction-related expenses wherev249
er incurred.
Most rental income from personal property is subject to a withholding tax rate of
21%, while rental income from real property is subject to a withholding tax of 35%.250 For
sales of real estate, a nonresident may elect to pay either a withholding tax of 20% on the
gross proceeds of the sale or a tax equal to 30% of the net gain from the sale. 251
Income from any sale of the stock of a Mexican corporation is considered Mexican
source, even if, for example, the sale occurs between nonresidents. A nonresident seller is
afforded an election between a withholding tax of 20% on the gross proceeds of the sale or
a tax equal to 30% of the net gain. 252
Nonresident individuals are also subject to withholding taxes in Mexico on income
derived from Mexican sources, and generally are subject to the same rates and calculation
principles that apply to nonresident companies. Salaries and other compensation for services performed in Mexico are (i) exempt from withholding tax up to $11,250 per year, (ii)

243. ITA art. 154; see L.M. Perez de Acha, supra note 219, at 625.
244. This low rate is intended to encourage U.S. banks to make loans to Mexican borrowers. See J.
McLees, Mexico To Implement Interest Withholding Tax Reduction and Other Tax Changes, Tax

Notes International, October 25, 1993, at 1015-16 (hereinafterMcLees).
245. ITA art. 156.
246. Id.
247. See ITA art. 156.
248. ITA art. 157.
249. See ITA art. 157.
250. ITA arts. 148and 149.
251. ITA art. 150.
252. ITA art. 151.

are subject to a withholding tax of 15% for amounts between $11,250 and $90,000 per year,
and (iii) are subject to a 30% withholding tax for amounts in excess of $90,000.253 For these
purposes, directors' and administrators' fees paid by a Mexican company are considered
derived from Mexican sources irrespective of the place of performance of the services.
C. Orn MEXCAN TAxrEs
1. Tax on Assets
Mexico imposes an annual asset tax, which is intended to approximate a company's
minimum appropriate income tax and which can be offset by income taxes actually
paid.2 54 The tax is calculated as 2% of the gross value of (i) the business assets of resident
business enterprises; (ii) assets attributable to permanent establishments of nonresident
business enterprises; (iii) assets owned by nonresidents that are used by Mexican resident
taxpayers; and (iv) inventories maintained by nonresidents in Mexico that are to be transformed (i.e., processed) for the Mexican market by a taxpayer who is subject to the tax on
assets. 2 55 Financial institutions and certain other limited classes of taxpayers are exempt
from this tax.256 Companies must file an annual return within three months of the end of
return between February and April of the
their fiscal year; individuals must file an annual
257
fiscal year following the close of their own.
The tax on business assets is imposed on most assets used in a trade or business in
Mexico, including financial assets, deferred charges and expenses, inventory, machinery
and equipment, buildings, and land. 25 8 As indicated above, the tax is imposed on the
assets' gross value and a taxpayer's liabilities do not decrease the tax base for imposition of
259
the tax.
Mexican income tax payments are creditable against the tax on assets. Moreover, if a
taxpayer's Mexican income tax for a year exceeds the tax on business assets, the taxpayer
can carry the excess back for up to ten years and receive a refund for prior payments of the
tax on business assets (i.e., prior years' asset taxes that were not offset by prior years'
260
income tax liability).

253. ITA art. 145.
254. Because the tax on business assets is not an "income tax," the U.S. does not grant a foreign tax
credit to U.S. residents for the tax. See Rev. Rul. 91-45, 1991-2 C.B. 336 (holding that the tax on
assets is not a creditable foreign income tax, and reasoning that the interaction of the Mexican
federal income tax and the tax on assets as a minimum income tax backstop does not affect the
creditability of the Mexican income tax for U.S. income tax purposes).
255. See Ley del Impuesto al Activo de las Empresas, art. 1 (hereinafterTax on Assets Act, or TAA).
256. TAA art. 6.
257. See TAA art. 7 (also requiring monthly payments of estimated liability); see also Labrador &
Browne at 9 (for 1990 and subsequent years, all taxpayers must report federal taxes on a calendar
year basis).
258. TAA art. 2.
259. TAA art. 5.
260. TAA art. 9.
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Because the tax on business assets is intended to operate as a minimum tax,
includes several provisions aimed at protecting taxpayers and preventing the tax on assets
from over-estimating a taxpayer's appropriate income tax liability. For example, the tax on
assets contains a reduction corresponding to the Mexican income tax law's expensing of
machinery and equipment. 262 Further, a taxpayer is exempt from the asset tax during its
pre-operational period and its first three years of operations. 263 The Mexican government
has announced plans to extend the carryback period to ten years for crediting income
taxes in excess of the asset tax and to liberalize taxpayers' ability to average their income tax
264
liability over several years for purposes of the credit against the asset tax.

2. Value Added Tax

Mexico imposes a value-added tax (the VAT) at a rate of 10% on most sales of goods
and services. 265 The VAT is imposed on products at each stage of production, from sale of
raw materials to sale for ultimate consumption. Generally, the VAT is added to the sale
price of a product at each stage of production. Consequently, taxpayers add the VAT to the
sales price of their products and collect it from their customers, but also must pay VAT to
their suppliers. In practice, a company remits to the Mexican government the amount by
which the VAT collected during a period exceeds the amount of VAT paid; thus, the VAT is
imposed on the incremental value added at each stage of production, and collected from
266
the ultimate consumer.
The VAT is imposed on sales of property, sales of services, leasing of property, and
importation of goods and services. The application of the VAT to imports is in addition to,
rather than in lieu of or as an offset against, any applicable import duties. Certain specified
transactions are exempt from the VAT, including sales of land or residential buildings, sales
of securities, interest charges, leases of residential property, and temporary imports for
267
processing and export.
A number of transactions, including exports and most agricultural goods and services, are subject to the VAT but at a rate of 0%.268 Imposing a zero rate, as opposed to
exempting the products from the tax, enables a producer of such goods to receive a credit

261. Unlike the U.S. alternative minimum tax, which is intended primarily to preclude excessive tax
deductions or credits, the Mexican assets tax is intended to combat tax evasion, since Mexico's
relatively unsophisticated tax compliance mechanisms cannot effectively police evasion within
the confines of an income tax system. P. Byrne, The Business Assets Tax in Latin America--No
Credit Where It Is Due, 9 Tax Notes Int'l 533, 534 (1994) (noting also that tax revenues have
"soared" since implementation of the assets tax five years ago, even though only 5 to 8% of total
business tax revenue is actually collected through the assets tax).
262. TAA art. 2.
263. TAA art. 6.
264. McLees at 1016.
265. See generallyLey del Impuesto al Valor Agregado (hereinafter Value-Added Tax Act, or VATA).
266. See VATA arts. 1 and 4.
267. VATA art. 9, art. 15, and art. 20.
268. VATA art. 2-A.

for the VAT paid with respect to production inputs. To the extent the VAT paid on production inputs exceeds the VAT collected on production output, a taxpayer may claim a refund
or a VAT credit carryforward.
3. Social Security
The Mexican Social Security system creates statutory obligations for most employers
with regard to occupational risks, which are discharged through the payment of social
security premiums by the employer and the withholding of amounts from workers' compensation. The primary benefits provided to workers by the Social Security system are
medical benefits (including hospitalization), limited unemployment compensation for illness and maternity leaves, disability and old-age pensions, and maintenance of day care
facilities for working mothers. 269 Both employers and employees (through wage withholding) must remit social security premiums calculated as a percentage of an employee's wage
base, subject to maximum contribution amounts. The requisite percentage of the employee's wage base subject to social security tax varies depending upon a number of factors,
including the level of occupational risk attendant to an employer's business. The total premiums can be quite substantial - in 1994, some employers' contributions could be as
much as 25% of an employee's wage base. 270 Employees' contributions are much less,
27 1
totalling somewhat less than 6% of the wage base.

4. Compulsory ProfitSharing
Although not a tax per se, Mexico requires most employers to distribute a portion of
annual profits to employees. All individuals, companies, or economic units with employees--even many tax-exempt organizations - are required to distribute annually to their
employees an amount equal to 10% of pre-tax taxable income as computed for Mexican
federal income tax principles (subject to certain modifications). 272 The profit sharing law
contains a limited class of exemptions, including an exemption for newly-established businesses.

269. See generally Ley del Seguro Social, tit. II, chs. III-VI (the Social Security Law).
270. See Price Waterhouse, DoingBusiness in Mexico 96 - 99 & app. X (1993).
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